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American Institute of Accountants
Library and Bureau of Information
APRIL,

SPECIAL B U L L E T I N N O . 23

1924

[The Committee on Administration of Endowment authorizes the
publication of special Bulletins, of which this is one, on the distinct
understanding that members are not to consider answers given to
questions as being official pronouncements of the Institute, but merely
the individual opinions of accountants to whom the questions were
referred. It is earnestly requested that members criticise freely and
constructively the answers given in this or any other Bulletin of this
series.]
EQUITY I N P U R C H A S E D P R O P E R T Y
Q. A corporation is purchasing land and buildings for plant purposes, the purchase price of which is $100,000. The purchase is being
made on contract which specifies that $10,000 shall be paid down and
the balance in ten equal installments annually thereafter, the title to
be retained by the vendor until full payment has been made. A t the
end of the first year the corporation has an equity only in this property
of the down payment or $10,000. Is it proper to show it on the balancesheet among the plant assets as follows:
Land and buildings
.$100,000
Less unpaid balance on purchase price
90,000
Equity .
$10,000
Or should land and buildings be shown on the assets side of the
balance-sheet as $100,000 and land contract payable on the liabilities
side as $90,000. Would it make any difference if title passed to the
corporation or if it did not until final payment was made?
A . In reply to your letter with reference to showing the equity
in purchased property in the balance-sheet, we would state as follows:
Where the title has not passed to the property it is proper to include only the equity among the capital assets, viz.:
Land and buildings purchased on which title has
not passed
$100,000
Less—Unpaid balance
90,000
Purchaser's equity
$10,000
In case the title to the property has passed to the purchaser, the
property should be shown as an asset and the land contract payable as
a liability.
F I R E LOSS A D J U S T M E N T
Q. Will you kindly favor me with ah expression of opinion as to
whether or not the principle contended for in the following memorandum relating to fire loss adjustment is correct.
In a conversation with a fire; insurance adjuster he again expressed
to me his objection to the omission by Mr. ——=
of depreciation on
labor and freight in his computation of the fire loss, and added that it is
the invariable custom of insurance adjusters to depreciate the total
installed cost of buildings and machinery. I told him I thought they
were wrong, and that they would have to arrange a more equitable
adjustment for the B
Co.
From an accounting standpoint, in the ordinary course of events
both of these elements must be depreciated along with the factory cost
of machinery and other materials, and it is on this theoretical ground
no doubt that the adjusters base their contention that depreciation
must be figured on the total installed cost for determining the amount
of the fire loss.
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It is important to bear in mind, however, that we are not dealing
with an ordinary situation, but are face to face with the practical
necessity of replacing the lost property.
The cost to replace the plant with property in a like condition
(second-hand) would be less than to replace it new, the difference presumably measuring the depreciation it had suffered, but it would cost
no less to install second-hand machinery or material than it would to
install new, consequently the logical conclusion would seem to be that
from a practical, economic standpoint, the F. O. B. factory cost of
machinery and material only should be depreciated to determine the
true fire loss, and that it would be wrong to calculate depreciation on
labor for the reconstruction of buildings and reinstallation of machinery.
The same principle would apply in regard to freight and haulage.
A. In reply to your letter in which you request an expression of
opinion regarding the soundness of the principle contended for, we beg
to state that although not in accordance with the practice of insurance
brokers we consider the principle fair and sound.
COLLECTIONS
Q. I wish to obtain the opinion of your association regarding the
following question:
Under the supervision of which department, namely, the accounting
or the treasury, should collections be handled?
(a) Where there is no regular credit department, and
(b) Where there is a credit department.
A. In all well-organized concerns the collections will be handled
by others than those who keep the customers' records. This ordinarily
will be the function of the treasurer, or of some department under the
direction of the treasurer. Oftentimes where a separate credit department exists it is under the general supervision of the treasurer. In
any case, the handling of collections should not be left to the bookkeeper.
Q. Thank you for your letter regarding the supervision of collections. It occurs to me that you might be willing to ask the Bureau of
Information for a little additional information in connection with this
matter.
The answer includes the following sentence: "In any case the
handling of collections should not be left to the bookkeeper." Apparently the idea is to insure against theft of money. I do not quite see
how this makes any difference if the bookkeeper has nothing to do with
receiving the cash or the handling of it but merely sends out the letters
and other forms necessary in following up delinquent accounts.
A. With further reference to our letter we feel that inasmuch
as a bookkeeper usually has the opportunity to write off accounts as
doubtful and may conceivably manipulate the credits for cash receipts,
it is not good practice for him to communicate with customers in regard
to delinquent accounts as there is always a chance of customers sending
remittances with their replies which in some cases may be addressed
to the bookkeeper direct. In other words, it is always more conservative practice to have the bookkeeper confine himself to his books and
to leave the correspondence with the outside world in the hands of
another executive.
ACQUISITION OF R E A L E S T A T E
Q. The writer cannot find any positive ruling as to whether, in
connection with the purchase of land, the following are chargeable to
expense, profit and loss, or capitalized:
Abstracting of title
Commission to real estate agents
Recording of deeds
Surveying
Title insurance
Legal expenses regarding purchases, and any other
incidental expenses incurred in the purchase.
2

W i l l you advise where a positive ruling on the above may be found
and if not will you kindly advise the usual practice of the Institute.
A . In the majority of transactions covering the acquisition of real
estate, the cost of furnishing abstracts of title, title insurance, commission to real estate agents and surveying attaches to and is borne by the
seller and not the purchaser. The problem submitted, however, apparently covers a case where the purchaser bears these costs.
Such being the case, all of the above costs constitute cost of acquiring the property and are usually and, in my opinion, properly capitalized. It will be readily seen that the cost enumerated above are not
logically current expense of transacting business even if the business
be that of buying and selling real estate, but are incidental additions to
the purchase price.
A CORPORATION P R O B L E M
Q. I am handing you herewith a problem which I would appreciate
your submitting to the members of the American Institute of Accountants for an expression of opinion.
During the years 1917 to 1920, inclusive, the " X " Corporation, 95%
of whose stock was owned by "A," purchased manufacturing materials
from him, giving him credit therefor on its books in an account called
the " Y " Company, which was not a corporation, but the style under
which " A " conducted the business, he being the sole proprietor thereof.
In the same period " A " withdrew monies from the " X " Corporation
for his personal use, some of which was charged to his personal
account, which was not the "Y" account, and the balance to expense
accounts which were subsequently charged against the profits of the
various years.
The charges to expenses appear to have been made by the bookkeeper because of the lack of information as to the accounts to which
these should have been charged.
Upon examination of the tax return by the revenue bureau the
above mentioned withdrawals in the expense accounts were disallowed
as deductions and considered to be cash dividends paid. The minutes
show that the only dividends declared and paid during the period under
consideration were a cash dividend on February 26th, 1917 of 100%,
and a stock dividend of 100% on June 30th, 1917.
The original balance-sheet of the corporation at December 31st,
1919, was as follows:
Assets:

Cash
$2,589.73
Notes receivable
.
1,500.00
Accounts receivable—customers
.......
44,421.93
Inventories
—
—
8,366.16
Accounts receivable:
Stockholder " A " ...
$30,189.95
" Y " Company owned by stockholder "A,"
Cr. balance ...
22,956.35
— 7,233.60
Equipment
29,157.14
Automobiles
2,221.83
Total

$95,490.39

Liabilities:

Notes payable
Accounts payable—trade creditors
Accrued expenses
Reserved for depreciation
Capital stock
Surplus
Total

$20,000.00
3,823.47
5,559.00
14,066.45
10,000.00
42,041.47
.$95,490.39

After an audit of the accounts had been made, the balance-sheets
were restated, that for 1919 being submitted for discussion.
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Assets:

Cash
..
Notes receivable
Accounts receivable—customers 44,421.93
Inventories
Accounts receivable:
Stockholder " A "
$30,189.95
Add: Personal items of Stockholder
" A " previously
charged against Surplus:
1917
35,317.67
1918
33,654.73
1919
5,420.49
" Y " Company owned by Stockholder
"A"

Cr.

"A,"
Equipment
Automobiles
Total

$2,58973
1,500.00
8,366.16

$104,582.84

balance

Cr.

balance

22,956.35

81,626.49
29,157.14
2,221.83
......$169,883.28

Liabilities:

Notes payable
$20,000.00
Accounts payable—trade creditors
3,823.47
Accrued expenses
5,559.00
Accrued income and excess profits taxes—past due . . . . . . 43,165.14
Reserve for depreciation
14,066.45
Accrued income and excess profit taxes—current
4,076.19
Capital stock
10,000.00
Surplus
$42,041.47
Add: Personal items of Stockholder
"A," previously charged against
Surplus through profit and loss
account
74,392.89
$116,434.36
Less: Income and excess profit taxes:
Past due
$43,165.14
Current
4,076.19
47,241.33
69,193.03
Total

...$169,883.28

It is my opinion that the withdrawals being neither expenses nor
dividends, should have been charged to the personal account of "A,"
such account receivable being considered as an offset to the account
payable to the " Y " Company as the latter was for all practical purposes the account of "A.."
The attorneys in this matter are seeking for confirmation of my
opinion, and I therefore request that the question be submitted through
the Institute to some members thereof.
A . Assuming that the items of expense, aggregating $74,392.89,
were property chargeable against " A " and not expenses of the " X "
Corporation, it appears proper that they should increase the debit
account of " A " and serve as an offset to the account payable in favor
of the " Y " Company, of which " X " was the sole proprietor. There
is apparently no basis for considering these charges to " X " as cash
dividends, since a dividend may only arise through a formal setting aside
of profits or surplus by the directors. The whole question, as we see
it, is whether or not " X " received the money as dividends or payments
on account; and we are of the opinion, from the facts stated, that
there is no authority for considering such payments as cash dividends.
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The question is whether these sums disallowed as expenses are to be
regarded as dividends or as charges against the personal account of
the principal stockholder. The fact that the principal stockholder already had an open account for withdrawals on the books of the company would support the claim that these withdrawals should be treated
as charges to this account
I am regarding the liability account in favor of the stockholders'
other company as a part of his open account, the net balance of which
is, therefore, to be considered as the account receivable. Whether
these charges should be considered as an account receivable would
depend somewhat upon the circumstances, that is, whether there was a
real intention on the part of the stockholder to repay the money withdrawn to the company, and whether, in case such was his intention,
he was able to do so. Assuming the answers to these queries to be in
the affirmative, I should advise maintaining the position that the sums
drawn were in the nature of accounts receivable.
The objection to this claim would be that the drawings increased
cumulatively, a condition which would not indicate any intention or
possibility of repaying them. This would rather indicate that the
stockholder was draining one company for the benefit of his other
interests; and when it is considered how easily a controlling stockholder
could thus create a fictitious nominal invested capital by setting up as
an asset amounts drawn out by him, it cannot be denied that the
treasury department has a very good reason for taking the stand it
does. The fact that these withdrawals were not declared as dividends
and paid pro rata to all stockholders does not control the interpretation
of the transaction because the treasury department is governed not by
the restraints of corporation law but by the evident facts in the case.
To sum up, I would make the best case possible for the corporation and could argue in favor of the inquirer's attitude, but fear that
unless the circumstances very clearly support that view the treasury
department will be able to maintain the position it takes.
The points at issue are whether the withdrawal of monies by " A "
from the " X " corporation were in effect constructive dividends, or
were merely advances chargeable to his personal account.
The fact that " A " who was a 95% stockholder, withdrew monies
aggregating more than $100,000 for the years to December 31, 1919,
would indicate that " A " was obtaining the same advantages in effect
as if dividends had been actually distributed even though no dividends
had been declared. Probably it was on this basis that the department
considered the withdrawals, which it was later claimed had been
charged to surplus in error by the corporation, to constitute distributions
of surplus profits.
The withdrawals by " A " exclusive of the $74,000 charged to expense accounts, aggregated some $30,000 and this was about $7,000 more
than the liability of the corporation to the " Y " company, or " A " in this
case. Had the liability to " Y " aggregated more than the advances
to "A," it would seem reasonable to assume that the withdrawals were
in effect payments to " A " for materials purchased through the " Y "
Company, and could be applied as such at least to the extent of the
indebtedness.
There may be other facts pertaining to the matter which would
alter the case and make it more favorable to the corporation, but in
view of the evidence presented in the inquiry it would appear that the
department was justified in assuming that the withdrawals of " A " constituted constructive dividends.
It should be noted that even if the corporation could satisfy the
department that the withdrawals of " A " were not dividends, the stockholders might be subject to tax imposed under Section 220.
DEPRECIATION—MARBLE COMPANY
Q. What depreciation rates should a marble company use?
A. The rates should be governed, as in all other industries, to a
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great extent by the policy adopted as to maintenance of the equipment.
In one company a scientific method has never been adopted, although it
is our opinion that the rates used are approximately correct since the
company is very liberal in charging to operations items of equipment,
which conceivably might be capitalized by a less conservative management. Facts such as these, therefore, should he taken into consideration
in arriving at proper rates. The company we have in mind has never
attempted to apply varying rates of depreciation to the various items of
plant equipment, but has adopted a rate of 8% on all mill machinery and
fixtures and 4% on mill buildings. In instances where an analysis is not
available for the buildings and machinery showing, respectively, the
value of buildings, machinery and equipment, a composite rate of 6%
has been used.
It is the practice of two marble companies that have come under our
observation to charge to operations such items as gang saws, edge
polishers, carborundum cleaners, rubbers, cutoff saws and water pipes
in the mill building, after the initial investment therein has been capitalized. On the initial investment the water pipes are depreciated at the
rate of 2½% per annum and the remaining items on the basis of a tenyear life. It is our opinion that such bases are conservative. A l l water
pipes used in the quarry are charged to operations.
Such items as electric motors, compressors, marble lathes, tanks and
pumps do not necessarily call for special treatment by reason of the fact
that they are used by marble companies. In the case referred to, a rate
of 8% is used for electrical equipment and shafting. A l l shafting after
the initial equipment has been capitalized is charged to operations.
DEPRECIATION—FLOUR M I L L I N G INDUSTRY
A. It has been the practice of flour mills to operate twenty-four
hours a day. The annual rates of depreciation on buildings and equipment have been based on such full time operation. At the present time,
however, due to overexpansion, the general experience in the milling
industry is that only from ten to twelve hours daily will produce sufficient flour to meet demand.
We are endeavoring to adjust straight line depreciation rates to
conform with the situation outlined, and we shall be much pleased to
obtain your opinion upon the following points:
(1) Should flour mill depreciation be based upon number of barrels
of flour produced rather than upon number of months or years
elapsed ?
(2) If (1) is answered in the affirmative, should buildings be treated
in the same manner as machinery and equipment, or should
they be depreciated on a time basis only?
(3) Assuming that depreciation (wear and tear) be computed on a
unit of production rather than a time basis, would it not be
necessary to charge "obsolescence" on a time basis in addition
to the unit basis for wear and tear only?
(4) What rate would you suggest for
(a) annual straight line depreciation, including obsolescence,
for flour mill machinery and equipment?
(b) same, for steel and concrete buildings, mill, and elevator?
(c) rates per barrel, wear and tear only, for machinery?
(d) annual rates for obsolescence for machinery and equipment?
A. Replying' to your questionnaire relative to depreciation in the
flour milling industry, we submit the following:
1. Flour mills, especially the larger ones, usually operate on a 24hour basis and base depreciation on that schedule. It is generally recognized that some depreciation occurs even when machinery is idle. If
such deterioration can be determined it would be appropriate to provide for it. Depreciation is usually based on the normal working
schedule rather than on barrels produced, and such schedule should not
be varied for temporary fluctuations.
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2. Building depreciation is usually based on the useful life. Except
where the vibration from the operation of heavy machinery is a factor,
the depreciation sustained would not vary materially, whether the plant
is operating to capacity or not, if anything an idle building depreciates
more rapidly.
3. The factor of obsolescence on flour mill machinery has been
found to be practically nil. If obsolescence were a factor, it should be
treated separately from that of depreciation.
4. (a)
24 hr. basis 12 hr. basis reduced
Rolls
4%
2½%
Reels
6
3½
Purifiers
6-8
3½-5
Sifters
10-12
6-7
Packing machinery....
10-12
6-7
(b) 1½%-2%
(c) 3 cents
(d) See Number 3
Note: To obtain an average rate for the entire machinery and
equipment, apply the above rates to units and reduce to total
to one average rate.
Reduce the 24-hour basis to 12-hour basis as follows:
12 hour normal time
12 " overtime
6 " factor for overtime 1½
30 hours
Considering one and one-half rate for overtime (any hours above an
established normal time), and using five percent as an average depreciation rate for 24-hour basis:
24 hours—reduce 5%
18 "
6/30—1/5 4%
12 "
12/30 — 2/5 3%
CONSOLIDATION O F ACCCOUNTS
Q. A corporation which owns and operates several large hotels, but
which has no mortgage or other funded debt, acquires for a cash outlay
of $500,000, 100% of the capital stock of another corporation which owns
one hotel and has a bonded indebtedness of $1,500,000. The parent corporation then leases the building and equipment from the subsidiary for
a rental consideration sufficient to enable the latter to redeem its bonds
as they mature serially and pay the interest on the obligation. The
parent corporation does not assume nor guarantee the bonds of the subsidiary.
Current liabilities are negligible.
Interested persons argue that the consolidation of the balance-sheets
results in imposing a liability upon the parent corporation which has not
been assumed, and that the subsidiary could be abandoned by the parent
corporation without impairing the business of the latter.
Is it proper to publish a balance-sheet of the parent corporation
showing "investment in subsidiary company, $500,000?"
If a consolidated balance-sheet is considered necessary, is it permissible to take up the equity in the consolidation property account, or
must the gross value be taken up and the bonds set out specifically as a
liability?
The bonds existed at the time the property was acquired by the subsidiary company. Would the amount thereof be considered a purchase
money obligation?
A . While there is, of course, no legal obligation on a company to
publish a consolidated balance-sheet so long as that of the parent company shows its true financial position, yet the proper and best practice
in the circumstances mentioned in your letter would be to consolidate
the accounts. The liability of the subsidiary company for outstanding
bonds would then be shown in the consolidated balance-sheet in such a
manner as would clearly indicate it was not a liability of the parent
7

company but applied against the properties of the subsidiary company
which would be shown separately in the balance-sheet from those of the
parent. We would not favor showing the parent company's equity in
the property of the subsidiary company as an asset nor would we describe the bonds of the subsidiary as purchase money obligations.
In the case you mention the parent corporation leases the property
of the subsidiary for a rental sufficient to enable the latter to redeem its
bonds serially as they mature, and to pay the interest on its obligations.
This, in our opinion, is a material factor in the financial position of the
parent company inasmuch as while technically the parent does not guarantee the bonds of the subsidiary, yet in effect it has, as a going concern.
a liability for their repayment. Such being the case if a balance-sheet
of the parent company only is prepared a note should be attached stating
the terms of the lease under which the parent company operates the
properties of the subsidiary.
C H O C O L A T E A N D C H O C O L A T E PRODUCTS
Q. What is considered an usual turnover of average inventory in
the candy manufacturing business?
What is the usual proportion or about what would be a correct
proportion of fixed assets to total assets in a well balanced candy manufacturing business?
A . The turnover is 6.75 for a manufacturer of chocolate and
chocolate products.
This manufacturer rents his building, but the machinery and equipment at its depreciated value is 44% of the total assets. Equipment is
about 1/3 depreciated. If effect were given to the original cost, the
percentage to total assets adjusted would be only 35%.
E X P O R T ACCOUNTS R E C E I V A B L E
Q. Will you kindly advise the form of verification used by accountants on export accounts receivable, particularly with Cuba, Porto Rico
and South America.
A . We have no special form for verifying export accounts receivable with customers in such foreign lands as Cuba, Porto Rico, or South
America, but we see no reason to depart from more or less standard
forms of confirmation letters for accounts receivable or open accounts
of any kind. In the cases with which we have been familiar, the clients
have been very chary about permitting us to send independent confirmation letters to their customers or correspondents. Our clients have their
own form for calling for a confirmation of the balances with their foreign correspondents. These letters are written in Spanish, but they
contain a statement somewhat to the following effect:
"We take pleasure in enclosing herewith extract of your account current as of December 31, 19 , showing a balance of
in favor of
U . S. gold, which statement we should
thank you to examine and if found correct to kindly forward
under advice to us."
SALT—COST
Q. What is the actual cost per ton of salt by evaporation?
A. The cost per ton of salt by evaporation is as follows:
Undried "at works"
$4.3575
Dried "at works"
5.5075
These costs include a depreciation charge of $1.14½per ton, but do
not include depletion.
HARDWARE—EXPENSE
Q. What should the administrative, office and selling expense be in
a concern manufacturing counters, brass and steel hinges and metal
stampings? These counters are sold to quite an extent to the retail
trade and the hinges and stampings is a jobbing business.
A . The percentages of such expenses to the sales of two representative hardware concerns during two recent years averaged 18%.
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